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THE 64-BILLION DOLLAR QUESTION 


T HE statements in the budget message about interest rates 
raise some serious questions of future fiscal policy. 
The following excerpt on this subject will serve as a text 
for the present discussion:1 
The interest policies followed in the refinancing 
operations will have a major impact not only on 
the provision for interest payments in future 
budgets, but also on the level of interest rates 
prevailing in private financing. The average rate 
of interest on the debt is now a little under 2 per 
cent. Low interest rates will be an important force 
in promoting the full production and full employ- 
ment in the postwar period for which we are all 
striving. Close wartime cooperation between the 
Treasury Department and the Federal Reserve 
System has made it possible to finance the most 
expensive war in history at low and stable rates 
of interest. This cooperation will continue. 

In this paragraph there is a hint at the political aspects 
of the interest problem, and some questionable assertions 
regarding the perpetual and universal advantages of low 
interest rates. The matter of greatest concern, and the one 
to be dealt with here, is the implication that in future 
interest rates ate to remain, or are to be held, at a level 
comparable with that now established. The Secretary of 
the Txeasury has recently given expression to views similar 
te those set forth by the President. The following is 
illustrative :? 

Interest rates determine the real burden of the 
debt. They should continue low for a long time 
to come. It is self-evident that this is in the in- 
terest of people as taxpayers. Not as evident, but 
just as valid, is that low interest rates—what the 
economists call a ‘cheap money policy’—benefit 
the people as consumers, as workers, and as 
citizens. Low interest rates will be an important 
factor in making possible the better homes, the 
better industrial plants, and the better public 
facilities which will make our country tomorrow 





‘The Budget of the United States Government for the fiscal year 1947, 


2 Address by Fred M. Vinson, Secretary of the Treasury, at Peoria, 
Illinois, September 3, 1945. 


more productive and a better place to live in than 
it was yesterday. 

There would be general agreement that reasonable in- 
terest rates would be advantageous in many directions, 
provided they represented the terms for the use of capital 
that were arrived at in a free and open market. If enough 
persons were ready and able to save, out of income, amounts 
sufficient for the capital requirements of the economy, and 
were prepared to do this on a low or moderate interest 
basis, everything would be fine all around. The important 
question of the moment in this connection is—does the 
present interest rate structure rest on a normal and natural 
foundation or is it an abnormal and unnatural situation? 
Put in another way, does the present low interest level 
reflect the terms on which vast numbers of persons are 
prepared to forego current use of a portion of their income 
in order to make investments? Or does this interest level 
indicate an artificial and hence an unstable condition quite 
unrelated to the facts of life so far as concerns the forma- 
tion of bona fide capital ? 

The best way to approach the matter is by a brief 
account of how the federal interest rates got to be the way 
they are. In various respects it would seem to be against 
nature, unless one had the key to the enigma. For example, 
the cost of borrowing rose steadily during the financing 
of the first world war. The computed rate of interest on 
the federal debt through that period is given in Table I. 


TABLE I 
COMPUTED RATE OF INTEREST ON THE FEDERAL 
INTEREST-BEARING DEBT 


Year Rate of Interest, per cent 
1916 2.376 
1917 3.120 
1918 3.910 
1919 4.178 
1920 4.225 
1921 4.339 





Source: Annual Report of the Secretary of the Treasury, 1944, 
p. 713. 


Such a movement of interest rates is natural and normal, 
in view of the enormous destruction of capital during a 
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war. The restoration of that capital becomes one of the 
primary tasks of the subsequent peace era. Notwithstanding 
the great progress in this direction during the decade of 
the 1920's, the computed rate of interest on the federal 
debt remained above or close to the 4 per cent level, and 
in 1930 it was 3.807 per cent. Thereafter it began to drop. 
In 1940 it was 2.583 per cent, and in 1944 it was 1.929 
per cent. 

The decrease after 1930 occurred in face of a steady 
increase in the total debt outstanding. As of June 30, 1930, 
the total interest-bearing debt was $15,922 million, while 
on the same day in 1944 it was $199,543 million. Accom- 
panying these changes in volume and interest terms was a 
continuous advance in bond prices, with a concomitant 
decline of investment yield. The average return on long- 
term, partially exempt Treasury bonds dropped from 3.29 
per cent in 1930 to 1.91 per cent in June, 1944. On the 
latter date the return on fully taxable issues was 2.49 per 
cent, and it has since fallen still further. 

The combination of rising debt, declining interest cost, 
and advancing prices contributed to the creation of the 
mirage which was mistaken, during the later 1930's, for 
the promised land of prosperity. The phenomenon was 
then hailed as one of the marvels of the age, or of all 
ages. The public debt was looked upon as a beneficent 
element in the economy. The doctrine of fiscal manipulation 
was forged to assure the perpetuation of fiscal self-levi- 
tation. Deficit financing was held to be justified because, 
apparently, so much could be done for the people at such 
a small cost in the interest charge. Theories of over-saving 
and of debt that is burdenless because “we owe it to our- 
selves’” were carpentered out to support the borrowing 
policy. 

The true causes of what was happening were well known 
to some, but their significance made no impression on the 
popular mind. In view of the current statements and fore- 
casts from high official sources as to the postwar future 
of interest rates, it is proper to review some of the forces 
and influences that operated to reduce the federal interest 
rate from 4 per cent to less than 2 per cent. In this way 
some light may be shed on the policies that may be in- 
volved, if the present low level is to be perpetuated. 
Among the many factors that might be cited, three are 
selected for discussion here. They are: 1) the relative 
dearth of suitable bank investment paper other than gov- 
ernment bonds; 2) the excess bank reserves, which were 
of growing importance until the early 1940’s; 3) the 
expansion of Federal Reserve Bank credit in connection 
with the second world war financing. 

The decline of the volume of commercial paper in the 
years following 1929 was a natural outcome of the great 
depression. It appears reasonable to say that this decline 
would have been only temporary had the economic re- 
covery from that depression occurred in a natural and 
normal way. For various reasons which need not here be 
entered upon, such recovery as was experienced lacked the 
characteristics essential to a return to the customary methods 


of business financing. The data in Table II indicate the 
extent of the change in bank portfolios. 


TABLE II 
COMPOSITION OF BANK LOANS 
AND INVESTMENTS 
(Millions) 


mat beatae } 3 
Bank loans and Investments October 25, June 39, 





ROTA EERE Ce A 1945 
sR x sssiicnstianiinp viasaadniniasiatieeiddaaiendadall $13,059 $27,979 
United States Government obligations 6,801 93,637 
TTI ee 5,093 8,004 
Total loans and investments .............. $24,953 $129,639 
Percent, loans 00 R0GA) .ccccccccsscsccssseasss 52.5 21.6 








~~ Source: Compiled from the Monthly Bulletins of the Federal 
Reserve Board. 

In this period of almost 12 years total bank loans and 
investments increased about five-fold, but the loans proper 
were little more than doubled. The expansion of the total 
would not have been so great had it not been for the huge 
supply of government paper to be absorbed; but, on the 
other hand, the relative lag in the supply of ordinary loan 
paper made the government securities the more attractive. 

The second reason for the degree of competition among 
the banks and other investors which reduced bond yields 
in face of increasing supply was the excess reserves, which 
are the balances carried by member banks in the Federal 
Reserve Banks in excess of their legal reserve requirements. 
This condition became such as to attract attention and 
cause concern only after 1933. The amount of the excess 
reserves in certain years since 1930 is given in Table III. 


TABLE III 


EXCESS MEMBER BANK RESERVES 
IN CERTAIN YEARS 


(Millions) 

Year ___Fxcess Reserve __Year__Excess Reserve 
1930 $ 96 1940 $6,615 
1931 ~33 ' 1943 1,540 
1935 2,844 1945 999 
1937 1,212 


a. Average of month-end figures, January through November. 


Source: Compiled from the Annual Reports and the Bulletins of 
the Federal Reserve Board. 


During the period from August, 1936 to April, 1938, 
the legal reserve ratios of member banks were doubled, and 
for a time gold imports were sterilized, that is, were not 
made available for bank reserve purposes. The source and 
the significance of the excess reserves are explained by the 
Federal Reserve Board in the following passage:® 

Since the early part of 1934 fourteen billion 
dollars of gold, the principal cause of excess 
reserves, has flowed into the country, and the 
stream of incoming gold is continuing. The neces- 





3 ‘*Special Report to the Congress by the Board of Governors of the Federal 
Reserve System, the Presidents of the Federal Reserve Banks, and the Federa 
Advisory Council.’’ December 31, 1940. In Annual Report of the Federal 


Reserve Board, 1940, p. 68. 
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sarily large defense program of the Government 
will have still further expansive effects. Govern- 
ment securities have become the chief asset of 
the banking system, and purchases by banks have 
created additional deposits. Because of the excess 
reserves, interest rates have fallen to unprece- 
dentedly low levels. Some of them are well 
below the reasonable requirements of an easy 
money policy, and are raising serious, long-term 
problems for the future well-being of our chari- 
table and educational institutions, for the holders 
of insurance policies and savings bank accounts, 
and for the national economy as a whole. 


The changes in the stock of monetary gold since 1933 
are given in Table IV. 


TABLE IV 
STOCK OF MONETARY GOLD IN THE 
UNITED STATES 


(Millions) 

Year-end Amount 
1933 $ 4,036 
1934 8,238 
1941 22,737 
1945 (Dec. 26) 20,065 


Source: Compiled from the Bulletins of the Federal Reserve 
Board. 


The increase of 1934 was a result of devaluation to- 
gether with the gold imports of the year. The high point 
was reached in 1941 and since that time we have lost some 
$2,700 millions of gold. 


The third factor in the situation has been the expansion 
of Federal Reserve Bank credit, a process which involves 
purchase of securities and commercial paper by these banks. 
The effect of such purchases is to enlarge the balances of 
member banks, that is, to expand their reserves, thereby 
enabling them to extend their own credit operations still 
further. The reverse procedure by the Reserve Banks, 
namely the sale of securities, etc., would cause a contrac- 
tion in the member bank balances and thus lead to a 
contraction of their own credit operations. Throughout 
1941, when the gold stock was at its peak, the total 
Federal Reserve Bank credit outstanding was of the magni- 
tude of $214 billions. This total rose steadily thereafter, 
in accordance with a policy which was described by the 
Board of Governors as one of ‘keeping the banks supplied 
with sufficient funds to buy such government securities 
as were not sold to other investors.”* In other words, as 
the gold tide began to recede after 1941, the Reserve Banks 
came to the rescue. The result has been that total Reserve 
Bank credit was well above $25 billion by the end of 
December, 1945. In consequence of this expansion, and 
of the parallel growth of Federal Reserve notes in circu- 
lation, it became necessary in 1945 to lower the Federal 
Reserve Bank reserve ratio to 25 per cent against both 


4 Annual Report of the Federal Reserve Board, 1944, p. 1. 


notes and deposits, in lieu of the former ratios of 40 per 

cent against notes and 35 per cent against deposits. 

Putting all of these parts of the story together, we have 
an Aladdin’s lamp tale of the seemingly miraculous cre- 
ation of riches. Actually, it is a record of the continuous, 
large-scale inflation of credit, a process which has already 
gone so far as to involve an enormous dilution of bank 
capital in relation to bank liabilities, and a dilution of the 
Federal Reserve Bank backing for its obligations to member 
banks and to the public. In the light of this inflation, the 
behavior of interest rates and bond prices becomes expli- 
cable as a case of demand and supply. So great a reservoir 
of bank credit was created by the inflationary devices used 
as to lower the price of this credit despite the heavy drain 
made upon it. 

It has long been known that inflationary procedures are 
capable, for a time, of depressing interest rates. Professor 
Dewey quotes a remark by S. P. Chase, Civil War Secretary 
of the Treasury, to the effect that some further Greenback - 
inflation might be necessary to induce the people to accept 
a 5 per cent bond issue at par, after having earlier been 
offered a 6 per cent issue.5 The passage quoted above from 
the special report of the Federal Reserve Bank officials 
emphasizes the influence of the excess bank reserves upon 
the interest rates. It can be added that the Reserve Bank 
policy of credit expansion produced a similar effect. 

Thus far in the United States the full impact of the 
inflation of credit has not been felt in the prices of com- 
modities because of the rationing, price, and wage controls. 
There is general recognition that the price inflation poten- 
tial exists, and no small degree of concern about whether 
the dykes will hold. If they should give way, generally 
thrcugh removal of the restraints and because of the 
blundering that has delayed reconversion and production, 
or in selected areas of black market operation not sus- 
ceptible of control, interest rates would undoubtedly be 
affected. The Federal Reserve Board describes the situation 
as follows:® 

When the buying power of money is declining 
holders of money prefer to exchange it for com- 
modities, equities, or real estate, rather than to 
invest it at a fixed rate of return, and others are 
willing to pay high rates for money to be used in 
speculation and speculative ventures. Consequent- 
ly, money rates are always extremely high during 
an inflation. 

We now begin to perceive the horns of the difficult 
dilemma that is faced by the Treasury in maintaining a 
low rate, cheap money policy. On the basis of the record, 
interest rates have been at a low level because of the con- 
tinued, substantial inflation of credit which has not, as yet, 
erupted in a violent commodity price distortion. The erup- 
tion has not occurred because of the various government 
agencies that have been sitting on the lid. If this is to be 


5D. R. Dewey, Financial History of the United States, 1939 Ed. pp. 
310, 311. 


* Annual Report of the Board of Governors, 1943, p. 10. 
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the way by which low interest rates are to be assured for 
the future, it means a continuance of the combination of 
factors that have operated thus far, namely, credit inflation 
at its source, together with ever more drastic controls to 
prevent the price lid from being blown off. It is highly 
significant that the President should ask for an extension 
of the price control legislation and even for full war 
powers, for a full year beyond June 30, 1946. If the bank 
credit inflation continues, there will be further manufac- 
ture of the explosive which produces price inflation, and 
a further extension of the controls even beyond the next 
year will presently seem essential. This will be the more 
likely if, as is now in prospect, production costs are forced 
up by the government's wage policies, while the price 
controls remain. Wage increases plus price controls con- 
stitute an excellent device for slowing down production, 
and thus of perpetuating both the danger of inflation and 
the need of governmental restraints against it. 

The question may be asked, however, will the inflation 
of bank credit continue, once the budget is balanced? The 
answer is that under the circumstances in which the 
Treasury finds itself through an excess of zeal in profiting, 
temporarily, by the cheap money policy, bank credit infla- 
tion is very likely to go on. In passing, we may note that 
the budget is not yet balanced, although in this writer's 
opinion it could be, and should be, for the fiscal year 1947. 


If and when budgetary balance is established, debt ex- 
pansion will cease and subsequent management operations 
will involve, chiefly, refunding of such maturing issues as 
cannot be retired from current revenue surpluses. The re- 
funding can be done in either of two directions. One is a 
reduction of the huge floating debt—bills and certificates 
—by conversion into long-term issues. The other direction 
is the refunding of maturing and callable bonds and notes 
into bills and certificates. The National City Bank Letter 
for February, 1946, states that the latter policy is now being 
followed, although it would appear contrary to all tenets 
of good fiscal procedure to expand rather than contract the 
floating debt when it was at all possible to avoid doing so. 


The explanation of this singular procedure appears to lie 
in the determination to hold down interest rates, and the 
interest cost of the debt. The interest rate on certificates is 
well below 1 per cent, and the conversion of the higher 
coupon bonds and notes into certificates will hold down the 
budget requirements for interest. The ultimate destination 
of the new certificates will be the Federal Reserve Banks. 
The operation will further expand Reserve Bank credit out- 
standing and thus contribute to the inflation potential which 
is necessary to the maintenance of low rates on such long- 
term refunding as may be undertaken. 

In this writer’s opinion the entire series of acts and 
decisions whereby an artificially depressed interest level has 
been established by inflationary devices has been wrong in 
principle, and productive of bad results for the economy. 
Continued adherence to this course will magnify the evil 
consequences still further. 


The savings bonds provide a good illustration of the bad 
effects likely to be produced by pushing too far the sup- 
posed advantages to be derived from an artificial interest 
level. This type of security was well devised. It drew funds 
from current income and the restrictions upon negotiability 
assured that it would not gravitate into the banks. The 
amount now outstanding has a current redemption value 
of some $47 billion, and a final maturity value of some $54 
billion. While this record of sales appears to be good, all 
that can be said of it is that it was as good as could have 
been expected in view of the interest return offered. If that 
return had been better, the total sales might have been 50 
per cent higher, say $75 billion, or, who knows, possibly 
$100 billion. The data that have been compiled relative to 
the accumulation of liquid savings are indicative of the 
volume of funds which might have been drawn upon had 
a sufficient inducement been offered. Patriotism plus 4 per 
cent would have cleared out these hoards of idle cash. The 
important point is that to the extent that such sales could 
have been increased, inflationary bank borrowing could 
have been held down. Moreover, on a better yield basis to 
maturity, the disposition to redeem in advance would have 
been much less. 

The present situation points up very well a conclusion 
derived from experience, namely, that sharp practice in 
public debt relations with the people may afford a tem- 
porary advantage, but at the price of difficult and costly 
adjustments to reality later. If the volume of savings bonds 
had been materially increased, as it undoubtedly could have 
been by offering to the small income groups who were the 
principal purchasers a better return to maturity than 2.90 
per cent, we should now be spared a considerable part of 
the dread of inflation which is in everyone’s mind. The 
budget would have reflected, temporarily, this higher debt 
charge for interest, but if it should turn out that the interest 
level in the postwar era is to be low for natural and proper 
reasons, refunding would have made possible a reasonably 
prompt reduction of that item. 

Another aspect of getting a temporary advantage the 
hard and costly way is the situation of the banks and other 
institutional investors, by whom so large a proportion of 
the marketable securities is held. If economic forces which 
cannot be restricted or controlled do force interest rates 
up, the market decline of the low-rate paper will prove 
highly embarrassing to these holders. One remedy which 
has been proposed, that the Federal Reserve Banks be 
authorized, or required, to absorb all government debt 
which member banks may offer, would lead either to 
monetization through the creation of an enormous quantity 
of Federal Reserve notes, or to a dangerous inflation of the 
Reserve Bank credit outstanding. A firm covenant to re- 
fund all low-rate paper at higher rates, if there should be 
an advance of interest rates, is the only feasible protection. 

Finally, let us consider briefly the question whether or 
not some advance above the present levels is desirable. The 
Federal Reserve Board has already given one aspect of the 
answer, in pointing out that the interests rates artificially 
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induced by credit inflationary measures would involve hard- 
ship for many millions of citizens who have savings 
deposits, insurance policies, and other forms of fixed in- 
come investments. When Mr. Vinson stated that a cheap 
money policy would benefit all citizens, their position as 
savers and investors was evidently overlooked. 


The political aspect of the debt problem was touched 
upon by Mr. Marriner Eccles in his testimony before the 
House Banking and Currency Committee.7 His point was 
that Congress and the peaple would object to paying more 
taxes to cover higher interest rates that would so directly 
benefit the banking system. But the plain fact is, that hav. 
ing gotten into a bad situation through unwise and unsound 
policies, there is no easy, politically and economically pain- 
less, way out of it. For the future, the degree of benefit 
which the banks would receive from higher interest rates 
can be minimized by greater emphasis upon non-negotiable 
securities. The best place for the debt is in the hands of the 
people. A year and a half ago the present writer urged that 
the postwar debt policy be pointed in this direction. The 
following is from that earlier discussion :§ 

If the debt refunding program is to be pointed 
toward the maintenance of widespread individual 
ownership, types of securities must be devised 
that will compete with the other possible uses 
of individual income. Since the wartime pressures 
on individuals to buy bonds will no longer be 
available, the most effective form of competition 
for individual savings will be the rate of return 
offered. ****% 

The solution would appear to be in the de- 
velopment of nonmarketable securities. On such 
paper held to maturity, higher yields are now 
earned than can be secured on Treasury bonds. 
There is no reason why still higher yields cannot 
be allowed on new bonds, whether of the Series 
E type or the nonmarketable coupon or registered 
bond type. True, such a policy would mean an 
increase in current interest costs, but this would 
not be too high a price to pay to secure wide- 
spread individual ownership of the debt under 
conditions that would minimize its inflationary 
potentialities. 

An objection to higher interest rates which was hinted 
at in Mr. Eccles’ testimony was that they would have a de- 
flationary effect, through causing more taxes to be imposed 
to cover the increased interest cost. This would be true 
only while the budget is unbalanced, and then only through 


7 Reported in The Wail Street Journal, February 26, 1946. 
§H. L. Lutz, Guideposts to a Free Economy, p. 159. Originally published 


in Tax Review, September, 1944. 


the indirect effect of inducing non-bank investors to buy 
the paper issued to finance the deficit, thereby keeping it 
out of the banks. Once the budget has been brought into 
balance the increased taxes to cover larger interest pay- 
ments become a part of the general transfer of purchasing 
power which typifies all taxing and spending under such 
conditions.® 


It would be singular indeed to have the deflation argu- 
ment invoked at a time when the administratica is seeking 
an extension of extraordinary powers for the purpose of 
combatting inflation. A dose of deflation would be a_ 
wholesome counter influence to the dangerous and de- 
structive inflation which has been inflicted upon us. 


The elementary, but important economic principle in- 
volved is that the only true source, and the only proper 
source, of capital funds is the’current income of the people. 
Capital goods creation involves a diversion of current 
product from consumption to capital uses. The parallel 
diversion of current income or purchasing power, through 
saving and investment, keeps the economic system in 
proper balance. The creation of purchasing power through 
credit inflation for the purpose of diverting current product 
into capital uses has effects similar to those produced when 
purchasing power so created is paid out for consumption 
purposes. 


When current income is sought for capital creation pur- 
poses, the interest rate, freely determined by market forces, 
becomes a useful and important guide to the merit of the 
proposed transaction. A sufficient interest return must be 
offered to induce the requisite saving. If this interest charge 
becomes too high, prudent management may decide against 
the undertaking, just as it would be so decided if the wage 
cost of labor were too high. 


We are here up against another aspect of the fallacy 
which has so often been the subject of comment in these 
articles. It is the notion that something can be permanently 
had for nothing by misuse of financial powers. Artificially 
created cheap money is always politically attractive but this 
is its only merit. Abuse of the fiscal power through 
budgetary juggling solves none of the problems at which 
it is aimed, while it creates far more serious problems 
which can only be solved eventually by repudiation. Abuse 
of the banking power, as an adjunct of budgetary manipu- 
lation or otherwise, likewise brings home to roost a brood 
of very disagreeable chickens. 

HarLey L. Lutz 
Professor of Public Finance 
Princeton University 


© Cf. The Tax Review, April, 1945. 
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